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Tax Aspects of Currency Fluctuations
By JOHN P. McDONNELL*
B.A., University of San Francisco, 1974; J.D., University of California,
Berkeley, 1977; LL.M., New York University, 1978;'Associate, Baker & McKenzie, San Francisco.

I.

INTRODUCTION
A.

B.

Fluctuations in the value of foreign currency (and the
attendant tax consequences of such fluctuations) can have a
significant effect upon the net income of businesses that
conduct their operations on a worldwide basis. In a world
economy, foreign-currency-denominated transactions and
operations are commonplace. Any business that conducts
foreign operations will find it virtually impossible to avoid
foreign currency transactions. In addition, firms with foreign branches and subsidiaries will generally find themselves in possession of a considerable amount of foreign
currency as an operating asset. Furthermore, the foreign
branch or subsidiary will often have other assets whose values are measured in foreign currency. Generally, such businesses have been required to take the fluctuating value of
foreign currency into account for financial reporting purposes. (See section I.D., infra, for the changing financial
accounting rules in this area.)
Rules regarding treatment of changes in the value of foreign
currency are in a state of flux. Prior case law and rulings
have produced a hodgepodge of occasionally inconsistent
principles. See generally Costello, Tax Impact of Currency
Exchange Rate Fluctuation, 26 Tax Law. 399 (1973); Dale,
Tax Consequences of Currency Fluctuations, Occasional
Transactions, 32 N.Y.U. Tax Inst. 1683 (1974); Miller, Foreign Currency Transactions: A Review of Some Recent Developments, 33 Tax Law. 825 (1980); Samuels, Federal
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Income Tax Consequences of Back-to-Back Loans and Currency Exchanges, 33 Tax Law. 847 (1980). See also D.
Ravenscroft, Taxation andForeign Currency (1973).
C.

Questions concerning the proper tax treatment of foreign
currency gains and losses led the Treasury Department to
issue a news release on April 10, 1980, seeking public comment. This led to the release of a discussion draft on December 11, 1980, 45 F.R. 81711. The discussion draft is not
an official pronouncement regarding current law, but the
suggestions contained therein will be discussed in this outline. To date, there have been no steps taken to implement
the changes suggested in the discussion draft.
D. The financial reporting of foreign currency operations is
also in a state of flux. FASB-8 adopted a "temporal" translation method which, as a practical matter, created a difference in the translation of monetary and nonmonetary
accounts. Basically, FASB-8 provided that:
1. Monetary assets and liabilities (such as cash, accounts
receivable and most inventories) were translated into
dollars at the current foreign exchange rate;
2. Nonmonetary assets and liabilities (such as property,
plant, equipment and intangible assets) were translated
at historical rates.
When the various assets and liabilities were translated at
different rates, the net income in dollars (when added to
the retained earnings in dollars in the beginning balance) would not equal the earnings shown on the translated balance sheet. This difference created an exchange
gain or loss on translation. The exchange gain or loss
on this translation was recorded as an increase or decrease in current operating income.
Thus, the current operating profits of a foreign subsidiary could be inflated or deflated by the foreign exchange
gain or loss on the assets of the company. Considerable
tax issues arose from the need to "hedge" in order to
protect from the "accounting exposure" of FASB-8. See
section V, infra. Problems with this method of reporting
income from foreign operations led the Financial Accounting Standards Board to issue FASB-52 on December 7, 1981.
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FASB-52 allows a foreign operating unit to measure its
current operations in a "functional currency." This approach allows the foreign entity to measure its assets,
liabilities and operations in its functional currency (normally the "currency of the environment in which the entity generates and expends cash"). All of the assets and
liabilities of the foreign entity are translated into dollars
at the current exchange rate. The use of the current rate
for all accounts substantially reduces translation gain or
loss. Essentially, this translation process translates the
net assets of the entity into dollars at the current rate.
Another major feature of FASB-52 is that the "translation adjustment" (gain or loss on the dollar value of the
net assets) is recorded in shareholder's equity rather
than current income. Thus, foreign exchange fluctuations will not affect reported earnings (through the
translation process). Consequently, the need for "hedging" to protect against the above-described accounting
exposure has diminished. Under FASB-52, the effect of
foreign curency fluctuation is diminished, because all
assets and liabilities are translated at the same exchange
rate. In addition, the impact of foreign currency fluctuations is reflected in retained earnings rather than current operating earnings; nevertheless, foreign currency
transactions and operations remain an integral part of
the economic picture of a multinational business.
II.

GENERAL PRINCIPLES
A. The cornerstone of the tax treatment of foreign currency
fluctuations is the postulate "that the value of the United
States dollar is constant." Gillin v. UnitedStates, 423 F.2d
309 (Ct. C1. 1970). Thus, taxable income is reported in
United States dollars and any actual economic fluctuation
in the value of the dollar is disregarded for tax purposes.
Foreign currency is not treated as a medium of exchange,
but rather as "property" or a "commodity." Gil/in, id See
also Willard Helburn, Inc. v. Commissioner, 214 F.2d 815
(lst Cir. 1954); Rev. Rul. 74-7, 1974-1 C.B. 198.
B. Several older cases developed the principle that the gain or
loss on a change in the value of foreign currency was "integrated" with the underlying transaction. Thus, in Bowers v.
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Kerbaugh-Empire, 271 U.S. 170 (1926), the taxpayer borrowed German marks, converted the marks to dollars and
loaned the dollars to its subsidiary. The dollar loan to the
subsidiary was never repaid, but the taxpayer purchased devalued marks to repay its foreign currency loan. The taxpayer's gain on the repayment of the debt was held to be
simply a reduction of the loss on its loan to its subsidiary.
See also B.F Goodrich Co., 1 T.C. 1098 (1943); William H.
Coverdale, 4 T.C.M. (CCH) 713 (1945).
Although these cases have not been overruled, it is now
fairly well established that gain or loss on a foreign currency
denomination loan is a separate transaction from the underlying transaction that the loan finances. KVP Sutherland
Paper Co. v. United States, 344 F.2d 377 (Ct. Cl. 1965);
America-Southeast Asia Co., 26 T.C. 198 (1956); Rev. Rul.
74-379, 1974-2 C.B. 18; Rev. Rul. 78-281, 1978-2 C.B. 204.
Under the "separate transaction" theory, the gain or loss on
the foreign exchange transaction is reported when that
transaction is completed, regardless of related transactions.
III.

TAXPAYERS NORMALLY KEEPING ACCOUNTS IN
UNITED STATES DOLLARS
A. Tax aspects of foreign currency lending
Upon the making of a loan in a foreign currency or the establishment of an account receivable in a foreign currency,
the creditor receives repayments of principal and interest in
the foreign currency.
1. Income on the interest portion of the receivable
a. The creditor earns interest income under section 61
of the Internal Revenue Code (I.R.C.) and the creditor must account for this income at the time it is considered received under its normal method of
accounting. American Home Products Corp. v.
United States, 601 F.2d 540 (Ct. C1. 1979). See also
Rev. Rul. 74-22, 1974-1 C.B. 21.
1) A cash basis taxpayer converts the foreign
currency interest into U.S. dollars on the date the
interest is received. See Rev. Rul. 74-22, supra.
2) An accrual basis taxpayer will convert the
foreign currency interest into U.S. dollars on the
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date the interest accrues. Foundation Co., 14
T.C. 1333 (1950). But see First National City
Bank v. United States, 557 F.2d 1379 (Ct. Cl.
1977). A company reporting on the accrual basis
may often post monthly accruals of outstanding
interest payments although the payment date is
fixed at semi-annual intervals. When the
amount accrued differs from the amount actually
received, an adjustment is in order. Foundation
Co., supra. See also Rev. Rul. 75-108, 175-1
C.B. 69. Some question exists as to the nature of
the gain or loss on previously accrued amounts:
is it an increase/decrease in interest income or a
gain/loss on an item of property (accrued receivable)? The nature of the adjustment can determine the source of income or loss and thus have
an impact on the foreign tax credit position of
the company. See section III.A.2.c., infra. While
there is no authority directly on point, an analogy might be drawn from First National City
Bank, supra, that payments received during the
same taxable year as the accrual are an adjustment of interest income while payments received
after the close of the year should be treated as
gains or losses.
b. The character of income/loss on interest due to
foreign currency fluctuations seems to be clearly ordinary. Whether the gain/loss on the fluctuating
value is considered an adjustment to interest or
gain/loss on an accrued receivable, the income or
loss on the account arises in the ordinary course of
the company's business and thus is ordinary. See
I.R.C. § 1221(4).
c. The source of any income or loss is not clear. This is
generally an issue only for accrual basis taxpayers.
If the gain/loss on the interest portion is considered
an adjustment of interest income, then it only affects
the amount of interest income that will be sourced
under the principles of I.R.C. § 861(a). Normally, a
foreign currency loan will involve a nonresident
debtor and the interest will be foreign source. If the
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gain/loss is considered to relate to the exchange of
property, however, then the gain may be foreign
source while the loss could be subject to apportionment between domestic and foreign source income.
This matter is addressed more fully below.
2. Income on the principal portion of the receivable
Upon the repayment of the debt, there will also be gain
or loss on the fluctuation in the value of the principal
amount.
a. The nature and the timing of the income appear to
be based upon the theory that in making the loan the
creditor establishes a dollar basis in the foreign currency receivable. Upon the repayment of the foreign
currency, its value is compared with the original basis and gain or loss is realized. Louis Roessel & Co.,
2 B.T.A. 1141 (1925), acq. IV-2 C.B. 4; accord,KVP
SutherlandPaperCo. , supra; Rev. Rul. 75-104, 19751 C.B. 18. The timing of the income or loss on the
principal amount should be different than for interest income, above, because the foreign exchange
gain or loss on the principal does not accrue over
time as interest does. Thus, the time of the income
or loss on the principal amount is the repayment
date. Louis Roessel, supra. Rev. Rul. 75-108, 1975-1
C.B. 69, notes that a taxpayer cannot "revalue" an
account receivable prior to its payment in order to
realize a gain or loss. Rev. Rul. 75-104, supra, notes,
however, that a dealer in foreign currency is entitled
to value the currency at the lower of cost or fair market value at the close of the tax year.
Query whether an exporter or financial institution
can be considered a "dealer" in foreign currency
loans. If so, could the principal amount of outstanding foreign currency advances be inventoried to obtain the benefit of unrealized losses? See Rev. Rul.
74-227, 1974-1 C.B. 119.
b. The precise nature of the asset could conceivably
have a bearing on the character of the gain/loss on
the repayment of the principal. It appears obvious
that the gain/loss should be ordinary since it arises
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in the regular course of the taxpayer's business. The
IRS has ruled that the gain or loss from fluctuations
in the amount of principal of a loan will be characterized as ordinary income/loss, "because the currency transaction did not have any substantial
investment purpose, but was directly related to the
taxpayer's business." Rev. Rul. 78-396, 1978-2 C.B.
114. See also Foundation Co., supra; AmericanSoutheast Asia Co., supra; Rev. Rul. 78-281, supra.
c. The theoretical description of the income has great
bearing on the source of income or loss.
1) If the income from fluctuations in the principal
of a foreign currency loan is considered to be in
the nature of interest, then the source would be
determined by the rules for interest. Generally,
under section 861, interest income has its source
at the residence of the payor. Under Treas. Reg.
§ 1.861-8(e), interest expense enjoys a unique position for U.S. taxpayers. Under the "fungibility" theory, interest expense is considered to
relate more closely to the retention of assets than
the generation of income. (Note that the regulations as originally proposed may have intended
to reserve a special rule for the application of the
fungibility doctrine to banks, but no such rule
exists in the final regulations.) Based upon the
fungibility theory, interest expense is normally
apportioned on the basis of assets. Astute U.S.
tax planners have realized that the apportionment of interest expense on the basis of the location of a company's assets, combined with the
regulations' respect for separate corporate entities, allows interest expenses to be shifted to domestic income by "placing" the debts in a
company with predominantly U.S. assets. See
Nauheim & Cass, Allocation andApportionment
of Deductions, 420 Tax Man. Portfolio at A-16;
Fuller & Granwell, The Allocation andApportionment of Deductions, 31 Tax Law. 125, 139 (1977).
Similar "placing" of foreign currency payables
and receivables may be in order. If this foreign
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exchange income/loss is considered interest, then
a gain on the principal will usually increase foreign source income while a loss might not cause
a corresponding reduction of foreign source
income.
2) In Rev. Rul. 78-396, the IRS apparently
considered the gain/loss on the principal amount
of the loan to be something other than interest.
The IRS did not describe the nature of the loss in
question, but held that it is deductible under section 165. This would correspond to the theory
that the repayment of a foreign currency obligation is conceptually similar to a sale or exchange.
Under sections 861 and 862, the source of gains
from the exchange of foreign currency (personal
property) is determined by where the transfer of
the property takes place. In the case of an exchange of foreign currency for U.S. dollars, the
foreign currency is considered property that is
purchased for dollars. Generally, the title to the
property passes upon delivery, and as a practical
matter foreign currency is always delivered in a
foreign country by deposit or credit to a bank account. See Campbell & O'Connor, Taxation of
Foreign Exchange Activities of Commercial
Banks, 76 Tax Advisor 541 (1976). Therefore, it
appears that foreign exchange gains will generally be foreign source. (But cf. IRS Letter Ruling No. 8004115 where the Service appears to
take the position that title passes at the location
of the dealer. Also, see section 904(b)(3)(c) for a
"resourcing" of some foreign gains.) Foreign exchange losses, however, may be a different story.
Logically, it would appear that there should be
symmetry between foreign currency gains and
losses for source purposes and the loss should be
considered foreign. See, e.g., Commissioner v.
FarroEnameInc., 134 F.2d 564 (6th Cir. 1943).
The treatment of losses, deductible under section
165, is governed by sections 861(b) and 862(b),
which provide that deductions and losses are
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either allocated or apportioned to a specific class
of income to which they relate, or they are
spread ratably over all gross income if they do
not relate to a specific class of income. The regulations at section 1.861-8(e)(7) state that "the deduction for losses recognized on the sale,
exchange or other disposition of a capital asset
or property described in section 123 1(b) shall be
considered a deduction which is definitely related and allocable to the class of gross income
to which such asset or property ordinarily gives
rise in the hands of the taxpayer." Arguably,
this regulation restores the symmetry by allocating foreign exchange losses to foreign exchange
income. However, the regulation has no strict
application to the foreign exchange losses, since
the loan in question is neither a capital asset nor
depreciable property used in the trade or business under section 123 1(b). Also, unlike salaries,
interest, or premises and equipment expenses, a
foreign currency loss generally has no relation to
the production of income, Le., losses are not income-producing activities. Therefore, since foreign exchange losses are not connected with
income generating assets, perhaps foreign exchange losses on the collection of receivables
should be spread ratably over all business income and apportioned on the basis of foreign
and domestic gross income. Furthermore, since
these losses are not specifically covered by the
regulations, could they not be allocated exclusively to U.S. source income under the "general
principles" of sections 861(b) and 862(b)?
3) The argument that gains and losses should be
treated in a symmetrical fashion would appear to
have been bolstered by the Tax Court's opinion
in Doyle, Dane, Bernbach, Inc., 79 T.C. 101
(1982), holding that section 862(b) requires a
matching of income and deductions, and therefore the loss on the guarantee of a loan to a foreign subsidiary was a foreign loss.
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3. "Discussion draft" treatment of foreign currency

B.

lending
The December 11, 1980, Treasury discussion draft takes
the approach that foreign exchange gains and losses are
conceptually similar to interest. Therefore, foreign exchange gain/loss on the collection of a foreign currency
obligation would be treated as an increase or decrease in
interest income or expense.
a. With respect to the gain or loss on interest income
already discussed, the discussion draft assumes that
under present rules there is no foreign exchange gain
or loss, only an adjustment in the amount of interest
income.
b. The discussion draft would extend similar treatment
to the amount of foreign exchange gain or loss realized on the collection of the principal portion of the
foreign currency receivable. Thus, all foreign exchange gains would be considered an increase in interest income and foreign exchange losses would be
first a reduction in interest income and then an interest expense to the extent they exceed interest income.
Special rule for bank accounts
1. In a perfect world, U.S. taxpayers might avoid the
ownership of foreign currency. As a practical matter,
however, foreign currency received in payment for
goods will not be immediately converted to U.S. dollars.
Also, foreign currency acquired for use overseas, e.g., to
acquire materials, will not be immediately utilized.
These idle foreign currency funds are usually placed on
deposit with a bank.
2. As a legal matter, the establishment of a bank account
creates a debtor-creditor relationship between the depositor and the bank. Therefore, in the case of a depositor normally keeping its accounts in dollars, the deposit
or withdrawal of foreign currency from a bank account
could be viewed as a lending and repayment. Under
this analysis, the deposit establishes a "basis" in the foreign currency account payable or receivable, and the
withdrawal is a taxable event causing gain or loss.
3. The IRS, however, has not decided if this is the proper
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treatment. See IRS Letter Ruling No. 7920054, where
the withdrawal of currency from a foreign bank account
was not considered a taxable event. Also, in Rev. Rul.
75-109, 1975-1 C.B. 69, the taxpayer's agent converted
dollars into a foreign currency and later deposited currency in a foreign bank account. The ruling appears to
assume that the taxpayer's basis in the foreign currency
is determined at the time of the conversion with no significance given to the deposit date. See also Seaboard
Finance Co. v. Commissioner, 225 F.2d 808 (9th Cir.
1955).
4. The combination of Rev. Rul. 75-109 and IRS Letter
Ruling No. 7920054 could be viewed as a resurrection of
the "integrated transaction" theory (section II.B., supra),
at least with regard to bank accounts.
5. Does conceptual purity cause administrative
impossibilities, e.g, foreign currency travelers checks?
Is a functional profit and loss method permissible?
Should foreign currency deposits be inventoried? Are
any or all of the issues considered to be "accounting
methods" under section 446 so that any change requires
the consent of the Secretary?
6. The discussion draft would apparently treat all deposits
and withdrawals as the collection or payment of a foreign currency account. Arguably, this would open the
door for some convenient tax losses. A taxpayer having
foreign currency on deposit with a bank could realize a
loss merely by withdrawing his funds. Should a conversion to U.S. dollars be required before there is realization, or should a "wash sale" provision (similar to
section 1091) or "straddle" provision (similar to new
section 1092 discussed in section VII, infra) be enacted?
C. Foreign currency borrowing
U.S. taxpayers may engage in foreign currency borrowing
as part of its operations or as a hedge of its foreign currency
lending operation.
1. While it would seem that foreign currency borrowing
should be treated as simply the converse of foreign currency lending, there has been a great deal of confusion
in this area. The confusion is based upon older cases
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that held that the borrowing and repayment of foreign
currency was not a taxable event because it was simply
the borrowing and return of the "same property." B.F
Goodrich Co., 1 T.C. 1098 (1943); William H Coverdale,
4 T.C.M. (CCH) 713 (1945). See also Bowers v.
Kerbaugh-Empire Co., 271 U.S. 170 (1926).
2. The Goodrich analysis treats foreign currency as
property. The property that is borrowed may fluctuate
in value, but since the same property is returned there is
no gain or loss. From an accounting perspective, the asset (foreign currency) and the liability (obligation to repay the foreign currency) could be viewed as always
balancing. If the foreign currency is not, in fact, converted into dollars or other property, then the Goodrich
analysis seems quite persuasive.
3. This view, however, disregards the reality of an
economic benefit or detriment that should give rise to
gain or loss. This income or loss is simply awaiting a
taxable event.
4. Therefore, recent cases and rulings have found the
borrowing and repayment of foreign currency to give
rise to taxable gain or loss. The theories for this are not
entirely clear.
a. One theory is that the repayment is the "discharge of
indebtedness" under section 6 l(a)(12). See Kentucky
& Indiana Terminal R.R. Co. v. United States, 330
F.2d 520 (6th Cir. 1964). This theory, however,
treats the "debt" as having a dollar basis at its inception that never varies. In fact, a debt denominated
in foreign currency fluctuates just as the currency
fluctuates. Therefore, upon repayment, the taxpayer
is discharging the liability at face value and there is
no economic benefit. See Gillin v. United States, 423
F.2d 309, 314 (Ct. Cl. 1970) (Skelton, J., concurring).
A second problem with this theory is that there is no
corresponding "loss" provision comparable to section 61(a)(12). A loss theory would have to be based
upon an additional interest expense, or the increased
debt might be principal.
b. A second theory states that the taxpayer has not
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borrowed specific property but has borrowed a fungible commodity. Thus, even though there is no
conversion into dollars since the foreign currency is
fungible, the taxpayer can be treated as if there has
been a conversion and a reconversion into foreign
currency. This is the treatment of the majority opinion in Gillin, supra. But, as the concurring opinion
points out there has been in fact no exchange. Question: Since the taxpayer could have realized a gain
or loss by simply exchanging the currencies, should
there be a "constructive exchange" theory similar to
the "constructive receipt" theory under section 61?
Can a taxpayer avoid gain (or loss) by simply not
pursuing an available alternative?
5. In any event, although the theory is by no means clear,
the IRS has taken the position that the borrowing and
repayment of a foreign currency is a taxable event. Rev.
Rul. 78-281, 1978-2 C.B. 204. See also WillardHelburn,
Inc., supra; American-Southeast Asia Co., 26 T.C. 198
(1956).
a. For interest paid on a foreign currency debt, the
rules should be the converse of those stated above
for the interest received. Thus, an increase in the interest expense due to changes in the value of foreign
currency should increase the interest deduction.
Also, a decrease in the value of foreign currency
should lessen the deduction. As is noted above,
however, an accrual basis taxpayer can have a problem. If the amount of interest paid is less than the
amount accrued, there is some question as to
whether this is a reduction of the interest expense or
a gain. The difference can have an impact on the
foreign tax credit position as discussed above. Rev.
Rul. 78-281 does not address this issue.
b. Regarding the timing and amount of income, Rev.
Rul. 78-281 states that upon each annual payment of
the debt, gain or loss is recognized on the difference
between the original dollar value of the loan principal discharged and the current dollar value of the
currency used to make the repayment.
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c. The ruling also states that the character of the
income is ordinary. But on the facts of the ruling the
loan was incurred in the trade or business, so the rationale of Corn Products Refining v. Commissioner,
350 U.S. 46 (1955), would cause the income or loss to
be ordinary. See IRS Letter Ruling No. 7818009.
All of the above cases and rulings indicate that the
gain or loss will be ordinary, but assume that it could
be capital in some instances. See Rev. Rul. 78-396;
Gillin, supra, (dissent urges short sale of a capital asset); Church'sEnglish Shoes, Ltd., 24 T.C. 56 (1955).
d. The Revenue Ruling does not indicate the source of
the gain or loss but implies that it arises from the
exchange or sale of property and is a separate transaction from the underlying asset purchased. On this
basis the gain would be foreign. The loss, however,
may be subject to ratable apportionment or even allocated entirely to U.S. income. See section
III.A.2.c., supra.
6. The discussion draft, in section II.B., supra, simply
states that the repayment of a foreign currency liability
is a taxable event and the gain or loss is treated as an
adjustment to interest. This provides a simple rule regarding the timing, character, and source of income.
Note, however, the beneficial foreign tax credit implications of treating the income/loss as interest. See section
III.A.3.c., supra.
IV.

TAXPAYERS NORMALLY KEEPING ACCOUNTS IN
A FOREIGN CURRENCY
Taxpayers conducting foreign operations can establish foreign
branches and foreign subsidiaries. (Note there does not appear
to be any requirement that a foreign branch be physically located
in a foreign country. Perhaps a "foreign branch" can be simply
an accounting unit of a domestic corporation keeping books of
account in a foreign currency. This may be a solution to accounting and logistic problems caused by dealings in foreign currency
when the taxpayer keeps its books in dollars. See the discussion
at section III.B., supra.)

No. 31

Currency Fluctuations

A. Foreign branches
1. There appear to be three basic methods of accounting
for foreign branch profits where the books of the branch
are kept in foreign currency: the profit and loss method;
the net worth method; and other methods.
a. The profit and loss method (Rev. Rul. 75-107, 1975-1
C.B. 32) provides that:
1) transactional income is determined in foreign
currency;
2) amounts remitted to the home office are
subtracted from income and translated at the exchange rate on the date of remittance; and
3) the balance of the profit is translated at the yearend exchange rate.
b. Under the net worth method (Rev. Rul. 75-106,
1975-1 C.B. 31; applied to bank branches in Rev.
Rul. 75-105, 1975-1 C.B. 29):
1) the value of current assets and liabilities is
determined at the beginning and end of the taxable year using the current rates of exchange on
the respective dates;
2) other assets and long-term liabilities are valued
at the historical exchange rate; and
3) income is determined to be the increase in the
net worth of the branch, plus remittances to the
head office (converted at the exchange rate on
the date of remittance).
c. Other methods of accounting for foreign branch
profits have included modifications of the exchange
rates used to value liabilities, Anderson, Clayton &
Co. v. United States, 168 F. Supp. 542 (Ct. Cl. 1958),
and modifying the exchange rate used to translate recurring profit remittances, FirstNationalCity Bank v.
United States, 557 F.2d 1379 (Ct. Cl. 1977).
2. The differences between the results under the profit and
loss and the net worth methods can be significant.
a. The profit and loss method generally recognizes
current earnings and unrealized appreciation/depreciation in unremitted income.
b. The net worth method recognizes the above items of
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incomeplus exchange gain or loss on underlying assets and liabilities of the branch. As can be seen
from Rev. Rul. 75-105 and Rev. Rul. 75-106, a
branch with substantial underlying capital can find
its current operating income substantially increased
or eliminated by foreign exchange translation gains
and losses.
3. When a foreign branch of a U.S. taxpayer engages in a
dollar transaction, it remains a U.S. taxpayer. Since the
value of the U.S. dollar is constant (Gillin, supra), the
taxpayer should not have income due to the fluctuation
in the value of the dollar. See Northern American Mortgage Co. v. Commissioner, 18 B.T.A. 418 (1929), nonacq., 1955-2 C.B. 8. It appears from the non-acquiescence that the IRS would take the position that a foreign
branch keeping its accounts in a foreign currency can
realize exchange gains and losses on its transactions denominated in dollars. While this may be conceptually
improper, it does provide for ease of accounting since
the foreign branch will often maintain its books in a
manner that complies with local reporting requirements.
(This method also maintains a more logical relationship
between the income of the foreign branch and the foreign taxes imposed upon that branch.) The proper
treatment of dollar transactions of foreign branches of
U.S. corporations can be very important given the fact
that such branches often maintain substantial dollar
accounts.
4. The blocked foreign income rules may be applicable to
a foreign branch of a U.S. corporation when the foreign
currency is not readily convertible into U.S. dollars.
Under Rev. Rul. 74-351, 1974-2 C.B. 144, the taxpayer
may elect to defer the tax consequences of income subject to currency restrictions. Note that the deferral Gf
income is an accounting method under section 446 and
must be elected in a timely fashion. See IRS Letter Ruling No. 7912094. See also IRS Letter Ruling No.
8035028 for a situation where relief was granted for an
untimely election. When the election is made, the income and expenses of a branch producing blocked foreign income are deferred until the time that the
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blockage ceases. Other expenses attributable to the production of blocked foreign income will also be deferred
as set forth in Rev. Rul. 74-351. At the time the blockage ceases, the income and expenses are taken into account using the exchange rate at that time. It also
appears that the foreign tax credit on the income should
be translated using the exchange rate on the date the
blockage ceases. See D. Ravenscroft Taxation andForeign Currency, ch. 14/6 (1973). Also, if any property
had been purchased with the blocked foreign income,
the basis of the property is adjusted to reflect the currency exchange rate in effect on the date the blockage
ceases. Cf. Rev. Rul. 78-281 (general rule that the basis
of property acquired with foreign currency is determined by exchange rate on acquisition date).
5. The Treasury discussion draft would make substantial
changes in the method of accounting for foreign branch
profits. The rules are designed to assure that the cumulative gain or loss recognized by the taxpayer over the
life of the "foreign currency entity" would be the same
regardless of the currency used by the foreign currency
entity.
a. As a general matter, the discussion draft adopts the
profit and loss method of translating foreign branch
profits. The foreign branch results are translated at
an "appropriate rate."
b. The appropriate rate depends upon whether the
branch realizes a gain or loss for the current year.
Section IV(A)I(b) of the draft indicates that "in
short, a net gain would typically be translated at the
average exchange rate for the current year, whereas
a net loss would typically be translated at the average exchange rate for one or more earlier years."
c. When foreign currency of the branch is remitted to
the head office, the draft treats this currency as having a basis determined by reference to the appropriate rate applicable to the most recent unremitted
gain equal to the amount of the remittance. If the
head office immediately converts the foreign currency into dollars, it would have an ordinary, domes-
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tic source gain. If the head office does not
immediately convert the currency to dollars, then the
character and source of the income depends upon all
the facts and circumstances applicable to the use of
the currency. The gain/loss may be treated as an adjustment to interest and sourced accordingly.
The discussion draft would generally regard the
foreign currency as the functional currency of the
branch. When the branch deals in currencies other
than its functional currency, e.g, dollar transactions,
it would recognize foreign exchange gain or loss.
B. Foreign subsidiaries
1. Since foreign subsidiaries are not U.S. taxpayers, they
need not account for foreign exchange fluctuations in
computing their income. At some point, however, the
U.S. shareholders of the foreign subsidiary will become
subject to tax on the earnings of the subsidiary. The
principal foreign exchange question relating to foreign
subsidiaries is the computation of earnings and profits
of the subsidiary. Note that while the computation of
the earnings and profits can have a bearing on the
amount of income under section 301(c), the primary
problems are in the area of computing the "deemed
paid" credit under section 902. A simplified statement
of the "deemed paid" credit is that the shareholder can
claim a credit in an amount equal to the foreign taxes of
the subsidiary multiplied by the ratio of the dividend to
the accumulated profits of the subsidiary. Foreign currency fluctuations can affect each of the three amounts
in the formula.
a. In the case of a normal dividend distribution, the
amount of the distribution is determined by the foreign exchange rate prevailing on the date of the distribution. American Home Products, Inc. v. United

States, 601 F.2d 540 (Ct. Cl. 1979). Treas. Reg.
§ 1.902-1(g)(1) provides that in computing the earnings and profits of the foreign corporation, the taxpayer can follow the rules in Treas. Reg. § 1.964l(a), (b), (c). See below for a description of Treas.
Reg. § 1.964-1. Note that in order to obtain the ben-
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efits of Treas. Reg. § 1.901-1(g)(1), the shareholder
must make an election within 180 days of the close
of the taxable year of the foreign corporation from
which the distribution is received. Treas. Reg.
§ 1.902-1(g)(3). If the taxpayer is not entitled to use
the above portions of Treas. Reg. § 1.964-1, it would
appear that the calculation of the earnings and profits of the foreign subsidiary must be made under the
general rules of section 316, which do not provide
any guidance on foreign currency adjustments.
b. In addition to a normal dividend, a "U.S.
shareholder" of a "controlled foreign corporation"
(terms defined in I.R.C. §§ 951(b) and 957) may be
required to report a constructive dividend under the
Subpart F rules of I.R.C. §§ 951-965. Generally,
foreign subsidiaries generate tainted subpart F income when they earn passive investment income or
function as a "foreign base company." Income may
also be includable for a U.S. shareholder if the foreign subsidiary increases its earnings invested in
U.S. property under section 956. When income is
includable under Subpart F, the earnings and profits
of the foreign subsidiary are determined under section 964. Treas. Reg. § 1.964-1(a), (b), and (c) provides that the books of account of the foreign
subsidiary are adjusted to conform to U.S. accounting and tax concepts. Treas. Reg. § 1.964-1(d) provides that the amount shown on the adjusted profit
and loss statement are translated into U.S. dollars at
the "appropriate exchange rate for the translation
period

. . .

to which they relate." The regulation

further provides precise rules for determining the
translation of the profit and loss statement. Treas.
Reg. § 1.964-1(e) provides the mechanism by which
the exchange gain or loss on the income and capital
of the subsidiary is reflected in earnings and profits.
This method is similar to the net worth method of
translating branch profits. Under this section, the
earnings and profits of the foreign subsidiary (and
hence the amount of Subpart F income) can be increased or decreased by the exchange gains and
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losses on the value of the underlying capital of the
corporation.
c. If the earnings of the subsidiary are subject to
currency restrictions, then section 964(b) provides
that the blocked earnings are not included as earnings and profits under section 952. When the currency restrictions are removed, the earnings are
includable in the earnings and profits for the year in
which they were originally derived, but they are
translated into U.S. dollars using the exchange rate
in effect when the restriction was lifted. Treas. Reg.
§ 1.964-2(c).
d. Upon the sale or liquidation of a foreign subsidiary,
section 1248 provides that the amount of gain that is
equal to the earnings and profits of the corporation
is treated as ordinary income. The earnings and
profits under section 1248 are determined by applying the rules of Treas. Reg. § 1.964-1. See Treas.
Reg. §§ 1.1248-2(d), 1.1248-3(b).
2. Naturally, foreign exchange questions for earnings and
profits are simplified (and the rules are different) if the
foreign subsidiary keeps its books in dollars. See American Metal Co., 19 T.C. 879 (1953). Such a subsidiary
becomes subject to the rules in section III, supra, for taxpayers keeping their accounts in dollars.
V.

HEDGING FOREIGN CURRENCY ACTIVITIES
A.

A portion of the foreign currency exposure of a taxpayer
can be managed by "leading" (accelerating payables in
strong currencies) and "lagging" (delaying payables in
weak currencies). However, a major method of managing
foreign currency exposure is to "hedge" the value of the foreign currency assets through the use of futures contracts.
The futures contract is an agreement to deliver a fixed
quantity of foreign currency on a specific future date or at a
specific price. For instance, on Tuesday, February 2, 1982,
the British pound sterling could be purchased in the spot
market for $1.8655. On the same day, British pounds could
be purchased for delivery in 180 days for the price of
$1.8771. If a U.S. taxpayer had a sterling loan to be paid in
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six months, it could purchase the pounds to be delivered in
180 days at this price. Upon maturity of the obligation, the
debtor would not be concerned if the value of the pound
has shifted, because it has covered its pound liability. At
the end of 180 days, the taxpayer has several options for
settling the contract. Settlement may be accomplished by:
delivery of the currency at maturity; "compensation,"
whereby the taxpayer pays to terminate an unfavorable
contract; selling the contract before the settlement date; or
substituting an offsetting contract.
B.

The tax consequences of hedging with foreign exchange
contracts apparently depend upon whether or not the taxpayer is a bank.
1. The principal issue is whether the gain or loss on the
forward exchange contract is capital or ordinary. See
generally Costello, Tax Consequencesof Speculation and
Hedging in Foreign Currency Futures, 28 Tax Law. 221
(1975). Recent cases include The Hoover Co., 72 T.C.
206 (1979); American Home Products Inc. v. United
States, 601 F.2d 540 (Ct. Cl. 1979); IRS Letter Ruling
No. 8016004; and Carborundum Co., 74 T.C. 730 (1980).
Prior to the Hoover case, the Tax Court had held that
the gains from hedging a foreign subsidiary's foreign exchange exposure were ordinary income. International
Flavors& Fragrances,Inc. 62 T.C. 232 (1974), rev'dand
rem'd, 524 F.2d 357 (2d Cir. 1975). On appeal, the Second Circuit held that the forward exchange contract that
was used as a hedge qualified as a capital asset. The
doctrine of Corn Products, 350 U.S. 46 (1955), was not
argued on appeal, but the Second Circuit indicated the
doctrine was not applicable. In Hoover, the Tax Court
reversed its earlier position and held the losses on hedging contracts to be capital losses. To do so, the court
expanded the "separate entities" notion of Moline
Properties,Inc. v. Commissioner, 319 U.S. 436 (1943).
The Tax Court held that the hedging contracts generate
capital gains and losses because the parent company is
hedging its investment in its foreign subsidiary. Following Hoover, the above cases and rulings consistently
treat hedging gains and losses as capital.
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2. For a bank, the IRS has indicated that hedging to cover
business transactions or asset positions for branches and
subsidiaries will generate ordinary income or loss in all
cases. IRS Letter Ruling No. 7925122. Cf. Rev. Rul.
78-396. In the above private letter ruling, the IRS discusses the hedging activities of a large commercial bank.
One of the salient facts is that the bank hedges all of its
foreign currency exposure. Therefore the bank's traders
take into account the net exposure in foreign currency
regardless of whether the exposure is caused by lending
transactions, branch income or assets, or subsidiary income or assets. It is only the net exposure in a particular
foreign currency that is subject to hedging. Thus, the
ruling noted that there often is no specific transaction
that may be definitely identified with the exposed net
asset position of any of the branches or subsidiaries.
C. The Treasury discussion draft has a special section dealing
with forward foreign exchange contracts. The discussion
draft provides no rules for forward exchange contracts that
do not constitute hedges. For hedging contracts, the discussion draft would provide seven separate rules. The most
significant is Rule No. 5, providing that if a forward contract hedges stock in a controlled foreign corporation (or an
accounting exposure similar to FASB-8), then the gain or
loss on the contract would be ordinary income and domestic
source. Thus, the discussion draft would favor a reversal of
the Hoover case.
VI.

FOREIGN TAX CREDIT ASPECTS OF CURRENCY
FLUCTUATIONS
A.

Direct credits under section 901 will normally be generated
when a taxpayer collects a foreign currency receivable. See
section III.A., supra.
1. A cash basis taxpayer translates the foreign taxes using
the exchange rate in effect on the date of payment. Rev.
Rul. 73-491, 1973-2 C.B. 267.
2. An accrual basis taxpayer uses the exchange rate in
effect on the date of accrual, i e., year end, Rev. Rul. 73491. This is subject to a subsequent adjustment under
section 905. Rev. Rul. 73-506, 1973-2 C.B. 268.
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B.

Under section 905, a corporation operating a foreign branch
must adjust its foreign tax credit for differences between the
tax accrued and the tax subsequently paid. Rev. Rul. 73506 held that this "difference" includes fluctuations in foreign currency. The courts have agreed. See Comprehensive
Designers International,Ltd v. Commissioner, 66 T.C. 348
(1976); FirstNational City Bank v. United States, 557 F.2d
1379 (Ct. Cl. 1977).

C.

The most difficult tax credit questions arise when there have
been foreign currency fluctuations that affect the "deemed
paid" credit under section 902. As indicated in section
IV.B.I., supra, there are three parts to the section 902
formula: foreign taxes, earnings and profits, and accumulated profits. The method used to translate any or all of the
components of the formula can have a significant effect on
the amount of the credit. See Rev. Rul. 74-230, 1974-1 C.B.
187 (declared obsolete by Rev. Rul. 80-367, 1980-2 C.B.
386) and Ravenscroft, Foreign Exchange Rate Changes, the
Indirect CreditforForeign Tax of ControlledForeign Corporations, and Rev. Rul. 74-230, 30 Tax L. Rev. 419 (1975).
Rev. Rul. 74-230 indicates that the numerator (earnings and
profits) and the denominator (accumulated profits) of the
section 902 fraction should always be translated in the same
method. But see H.H Robertson Co. v. Commissioner, 59
T.C. 53 (1972). Rev. Rul. 74-230 also indicates that the foreign taxes should be translated at the exchange rate on the
date the dividend is paid, citing Bon Ami Co. v. Commissioner, 39 B.T.A. 825 (1939). The declared obsolescence of
Rev. Rul. 74-230 has left the government's position in this
area unclear.

D.

The Treasury discussion draft proposes substantial changes
in the translation of foreign taxes. First, foreign income
taxes paid by a foreign branch would be translated at the
"appropriate rate" for the year the income is earned rather
than the date the tax is paid. This would generally provide
for an average tax rate and would reverse the result of First
National City Bank, supra. The discussion draft would also
propose a new rule for the translation of items under section 902. The draft proposes that the amount of the distribution, the earnings and profits, the accumulated profits,
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and the foreign taxes would all be translated at a common
exchange rate. Generally, this will be the date the dividend
is paid. The discussion draft recognizes that the rule will
cause distortions in the case of multiple year distributions
but favors the rule as a simple and popular approach.
VII.

THE IMPACT OF THE ECONOMIC RECOVERY TAX
ACT (ERTA) OF 1981
Passed on August 13, 1981, ERTA contains detailed provisions
designed to curb the so-called commodity straddle tax shelter.
Because of the breadth of the legislation, however, there is considerable impact on foreign currency dealing of taxpayers. It is
important to recognize the areas that are affected by ERTA and
the methods of escaping its application.
ERTA enacted section 1092 which generally provides that the
loss on one position in a straddle is deferred until the year that
the gain on the other position is recognized. Also, section 263(g)
provides that interest expenses in a straddle must be capitalized.
In addition, under section 1092(a)(3) taxpayers are required to
report any year-end unrealized gain on a "position" (whether or
not part of a straddle).
A. Coverage
A straddle is defined in section 1092(c)(1) as "offsetting positions with respect to personal property."
1. "Personal property" is any personal property (other
than stock) which is actively traded. I.R.C.
§ 1092(d)(1). This includes foreign currency since it is
property (not money). Since forward contracts are also
actively traded, they are also covered. The legislative
history refers to "currencies" and forward contracts as
covered by the new act.
2. A "position" is any interest in personal property
including options and forward contracts. I.R.C.
§ 1092(d)(2)(A). Furthermore, it is clear from the legislative history that direct ownership of personal property
is also a position. See S. Rep. No. 144, 97th Cong. 150
(1981) (a silver straddle includes ownership of the physical commodity and a futures contract to sell the silver).
3. "Offsetting positions" are defined in section 1092(c)(2)
as any situation in which there is a "substantial diminu-
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tion of the taxpayer's risk from holding any position
. . .by reason of his holding one or more positions with
respect to personal property (whether or not of the same
kind)." This is intended to be a broad rule. It is reinforced by the numerous presumptions of section
1092(c)(3) which provides in part that positions are offsetting if they are in the same property.
a. Because of this broad definition of "offsetting
positions," a straddle arguably includes the direct
holding of foreign currency, e.g, as operating capital, coupled with the holding of a futures contract to
sell the same currency. Note, while the less expansive "presumptions" may be rebutted under section
1092(c)(3)(B), the general "substantial diminution of
risk" rule can not be rebutted. Therefore, despite the
lack of tax avoidance potential, a taxpayer may inadvertently hold straddles in foreign currency.
b. In addition, while money (U.S. currency) is not
"property," a debt instrument or other obligation in
U.S. currency is personal property. See, e.g., I.R.C.
§ 1092(c)(3)(A)(iii).
B.

Reporting
The reporting requirements of ERTA are even broader than
the definition of a straddle, since taxpayers must report any
position (even those not part of a straddle) upon which
there is unrealized gain at the end of the taxable year.
I.R.C. § 1092(a)(3)(B)(i). Generally, the reporting requirement might be viewed as a hurdle to obtaining any capital
losses, since it is in effect the claim of a capital loss that
triggers the requirements. See I.R.C. § 1902(a)(3)(B)(i)(III).
Failure to file reports on all positions will result in automatic imposition of the negligence penalty. I.R.C.§ 6653.

C. Capitalized interest on straddles
Section 263(g) disallows all interest and carrying charges in
case of a straddle.
D.

Exceptions
Given the broad coverage of section 1092, it is vitally important to be exempt from its provisions.
1. The exceptions are:
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a. I.R.C. § 1092(e). All of section 1092 is inapplicable
to hedging transactions as defined in section 1256(e).
b. I.R.C. § 263(g)(3). Section 263(g) is also inapplicable to hedging transactions as defined in section
1256(e).
c. I.R.C. § 1092(a)(3)(B).(ii)(II). The reporting
requirements do not apply to inventory, property
used in the trade or business, or hedging transactions
as defined in section 1256(e). The reporting requirements are not applicable unless the taxpayer reports
a capital loss. I.R.C. § 1092(a)(3)(B)(ii)(III).
2. The all-important definition of hedging in section
1256(e). Under section 1256(e), a position is a hedging
transaction only ifa. it is entered into in the normal course of the trade or
business
1) to reduce risk of price change or currency
fluctuation with respect to property held by the
taxpayer, or
2) to reduce such risk with respect to borrowings or
obligations of the taxpayer; and
b. the gain from the transaction is treated as ordinary;
and
c. the transaction is identified as a hedging transaction
before the close of the day it is entered.
Clearly, the identification requirement can
cause extreme hardship for any taxpayer with numerous offsetting positions. However, it appears that
taxpayers will be allowed to designate certain "trading accounts" as hedges. See 290 Joint Comm. on
Taxation, General Explanation of the Economic Recovery Act of 1981.

